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_ v _ A co ^P° ratlon asked its financial manager to calculate its weighted 
average cost of capita l given the following data : — 2 

’ J he firm can sell for $980 a 10-year, $ 1.000-par value bond payine 
annual interest at a 10% coupon rate. A floatation cost of 3 % of the 
par value is required in addition to the discount of $20 per bond 
Eight percent (annual dividend) prg^^ having a value of 

$100 can be sold for $65. share must be 

paid to the underwriters. 

The firm s mvestmem^^^^nic^j^j^ana^^^^^ate that the 
lisk free rate equak market 
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Replacement 

3 types of cash flows related to the replacement decision: 




1- initial investment- Installed cost of new asset + Change in net 
working capital - After-tax proceeds from saie of old asset. 

• Installed cost of new asset =total Cost of new asset+ shipping+ 
instaliation-t- insurance 

Change in net working capital= chajM^n current assets- change in 
current liabilities r) 

After-tax proceeds frort^^^^^^HI^^^^^Heeds from sale of 
old asset+ or - Tax 

2- Incremental op 

Revenue - 
A EBIT T) 
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Problem 



cost! 
der MACRf 



efficient 
under M 
depreciation 
$40,000 to purchase a 
using a 5-year recovery period. 

Purchase of the new machine would result in a $4,000 increase in net working capital. 

Earnings before depreciation, interest, and taxes with the new machine are $21000 annually Wit 
existing machine are $14000 annually. 

The existing machine can currently be sold for $18,000 and will not incur any removal or cleanup costs A 
the end of 5 years, it can be sold to net $1,000 before taxes. The new machine can be sold to net $12,00 
before taxes at the end of the 5-year period. The firm is subject to a 40% tax rate, 
a. Calculate the initial investment associated with the new machine. 



b. Calculate the incremental operating cash inflows associated with the new machine. 

c. Calculate the terminal cashflow at the end of year 5. 

d. Assume 10% discount rate, would the company replace the existing machine or not? 
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Problem Russell Industries is considering replacing a fully depreciated machine that has 
a remaining useful life of 10 years with a newer, more sophisticated machine. The new 
machine will cost $200,000 and will require $30,000 in installation costs. It will be 
depreciated under MACRS using a 5-year recovery period. A $25,000 increase in net 
working capital will be required to support the new machine. The firm's managers plan to 
evaluate the potential replacement over a 4-year period. They estimate tnai the old 
machine could be sold at the end of 4 years to net $15,000 before taxes; the new machine 
at the end of 4 years will be worth $75,000 b^»^axes. Calculate the terminal cashflow at 
the end of year 4 that is relevant to th^af^nd^^^^daase of the new machine. The firm is 
subject to a 40% tax rate. 
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Economic value Added: (EVAS 

Example: Suppose a certain project costs $1,000,000 up front, but after that it will generate 
net cash inflows each year (in perpetuity) of $120,000. To calculate the NPV of this project, 
we would simply discount the cash flows and add them up. If the firm's cost of capital is 
10%, then the project's NPV is: NPV = -$1,000, COO + ($120,000 . 0.10) = $200,000 

EVA = project cash flow -[(cost of capital) * (invested capitai)J 




te cash flows in perpetuity 



t. The asset 
as a 10% 
accept 



= $120,000 - (.10 * 1000 000) = $ 120 000 - $100,000 = $20,000 
The project produces an annual EVA of $20,000 in perpetuity. 
Discounting this at 10% gives a project EV/^^2 00,000 ($20,000 
NPV. 
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Problem (9): A project costs 
of $240,000. The firm's cos 

a. Calculate the project' 

b. Calculate the annu 

c. Calculate the 
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Problem (is): Benson Designs has prepared the following estimates for a long term project it 
is considering. The initial investment is $18,250, and the project is expected to yield after- 
tax cash inflows of $4,000 per year for 7 years. The firm has a 10% cost of capital. 

a. Determine the net present value (NPV) for the project. 

b. Determine the internal rale of return (IRR) for the project. 

c. Would you recommend that the firm accept or reject the project? 
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$ and B an? mutual exclusive of equai risk. The firm s cost of capital is 13%. The cast- 



flows fc >r each project are shown in the following table. 




a- Calculate the NPV for §ach project 
b- Calculate the IRR tar each prc^ec^^ 
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problem ( 15 ) : 




A firm is considering the purchase of one of three mutually exclusive 
projects for increasing production efficiency. The firm plans to use a 14% 
cost of capital to evaluate these equal -risk projects. The initial 
investment and annual cash inflows over the life of each project are 
shown in the following table. 
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X Company reported earnings available to common stock of S 4200000 
last year. F rom those earnings, the company paid a dividend o f $ 1.26 on 
of its 1000 000 common shares outstanding. The capital structure of the 
company includes 40% d ebt, 10% preferred stock, and 50% common stock. 
It is_ta xed at a rate of 40%. ~_™: * ~ _ 

‘ ^ t * ie market price of the common stoc^^^S40 and dividends are 
expected to grow at rate of 6% per vector ITe foreseeable Future, what 
is the company’s cost of retained etunings financing? 
fj/f- If urderpricing and flotation^costs on new shares of common stock 
amount to $ 7 per share, what is th^ompany’s coft of new Amnion 
stock Financing? 

c- The company can issi^j$ 2 divijrendapre{erred stock for a mallet price 
$ 25 per share. Flotation costs would amount to $ 3 per share. What is 

the cost of prefejjed stock Financing? 

f~ The company can issue S 1000 par value, iu% coupon, 5 year bondvtM 
can be sold for $ 120D each. Flotation costs would amount to $ 25 
bond. Use the estimation formula to Figure the approximate cost of debt 

Financings 

imum investment that the company car make in new 
it must issue new coihriioijKstock? 

cost 

’art e? 
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projects befoi 
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$18,600 



quipment - Book value of old equipment 



-loJemJS u ree Coifee Roasters, Inc., wishes to expand and modernize its facilities. The installed cost 
o a proposed computer-controlled automatic-feed roaster will be $130,000. The firm has a chance to sell 

4 " V r 7 A r '° n d r ° aSter f ° r $35 ' 000 - The exis hng roaster originally cost $60,000 and was being depreciated 
using MACRS and a 7-year recovery period. DuPree is subject to a 40% tax rate. 

a. What is the book value of the existing roaster? 

b. Calculate the after-tax proceeds of the sale of the existing roaster. 

c. Calculate the change in net working capital using the following data: 

Anticipated Changes in Current Assets and Current Liabilities: 

Accruals -$20,000, Inventory +50,000, Accounts payahl^ +40,000, Accounts receivable +70 000 
Cash 0, Notes payable + 15,000 

d. Calculate the initial investment associated with the proposed new roster 

Solution ( [ S) 

a. Book value = 60000 - ($60,000 x 0.69) 

b. Recapture of depreciation= Sjdes price 

= $35,000 - 18,600 =$16,400 

Taxes on recapture of depreciation ^^,400 x 0.40 = $6,560 
After-tax proceeds from sale of old roaster = $35,000 - 6560 

c. Changes in current ssets = Ir entory $ 50,000 + Accounts receivable 

Changes in current li^H|s= Accruals (20,000) +Accounts pa able -10,00 <§NoT1^^^^[!^^BL 35,000 
Change in net wor king eapil j| = 120000- 35000= $ 85,000 

d. Cost of new ro^MK^M,000 + 85000 - 28440 = $186 560 
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